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Tax  and  Regulatory 

Problems  Posed  by 

Alternative  Nonstandard 

Mortgages 


Daniel  M.  Holland* 

1.  IM  RODUCTION 

This  report  deals  \uth  the  income  tax  and  regulatory  aspects  of  alter- 
native mot.^ee  instruments.  It  emphasizes  the  identification  of  major  is- 
Le  and  pScms  and  the  broad  lines  on  which  solutions  to  them  might 
be  workeS  om^t  does  not  pretend  to  cover  the  whole  range  of  tax  and 
rLulatorv  considerations  that  must  be  faced  in  desigmng  and  im- 
nlfment  na  the  moneaee  contracts  discussed  in  the  preceding  chapters. 
The  obi  cm  ra^her/has  been  to  identify  the  major  questions  altername 
mortcaS  would  pose  in  the  context  of  currem  law  and  regulations  and 
rS  out  the  modifications  in  mortgage  design  and  or  changes  n  tax 
law'^and  Various  regulations  that  might  be  required  in  implementing  these 

contr:icts 

There  are  three  primary  types  ot  issues. 

1.  Those  related  to  income  taxation. 

2    Those  related  to  interest  rate  limitations. 

3.  Those  related  to  other  regulatory  features  of  mortgage  contracts 
■ind  the  financial  institutions  that  ofler  them. 

Of  these  thee  areas,  particular  attention  is  paid  to  income  taxation 
which  i  one  the  basic  dements  of  the  "rules  of  the  game"  ,n  our  soci- 
ety With  he  interest  component  of  standard  mortgages  deductible  m 
computing  taxable  income,  alternative  mortgages  would  be  severely  disad- 
vantaged if  thev  did  not  receive  similar  treatment. 

elusions  reached  or  suggestions  made  herein,  ^^e  ™r  is  JM  a  e  ^eeman. 

Slanlev  Surrey,  and  Kenneth  Ihygerson. 

■While  1,  has  Keen  argued  rha.  homeowners  -Joy  a  suhsunlianax -b^^^^^ 

est  payments  are  deductible  by  the  homeowner. 
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From  its  inception  the  income  tax  has  been  a  levy  on  nominal  income 
(money  income).'  While  a  tax  based  on  money  income  is  sorely  tried  bv 
inflation  as  brisk  and  protracted  as  that  of  the  most  recent  five  years,  it 
docs  not  appear  that  a  shift  to  a  real  income  base  is  imminent.  Moreover, 
even  were  the  base  to  be  chanced  to  "real"  income,  the  experience  of 
countries  most  comparable  to  the  United  States  that  have  adjusted  their 
income  tax  for  inflation.  Canada  for  example,  suggests  that  the  adjust- 
ment would  be  limited  to  current  year's  income  via  indexation  of  rate 
brackets  and  exemptions,  without  tackling  the  more  difficult  task  of 
indexing  financial  claims  (and  bringing  into  account  only  real  capital 
gains  and  losses)  which  would  require  an  additional  adjustment.  And  it  is 
this  more  complete  adjustment  that  would  be  required  for  price-level-ad- 
justed mortgages,  and  other  nonstandard  mortgages  that  involve  similar 
adjustments.  Therefore,  since  the  monetary  definition  of  taxable  income  is 
likely  to  persist,  \\e  in\estigate  the  feasibilit\  of  alternative  mortgage  ar- 
rangements under  present  income  tax  law  and  regulation. 

However,  were  the  United  States  ever  to  adopt  thorough-going  index- 
ation of  the  income  tax,  as  in  Brazil  for  example,  tax  accounting  for  non- 
standard mortgages,  PLAMs  in  particular,  would  be  more  straightforward 
and  simpler  than  the  procedures  outlined  below  for  our  present  money  in- 
come tax  base. 

The  section  that  follows  is  concerned  with  income  tax  issues.  Section 
111  deals  with  interest  rate  limitations  incorporated  in  usury  laws,  and 
Section  IV  takes  up  some  other  regulatory  issues. 

II.     TAX  TREATMENT  OF  NONSTANDARD  MORTGAGE 
CONTRACTS 

Introduction       ' 

Three  main  classes  of  alternative  mortgages  are  considered  in  this 
section. 

1.  Price-level-adjusted  mortgage  (PL.AM),  which  incorporates  a  real 
interest  rate  (one  which  incorporates  no  premium  for  anticipated  in- 
flation) but  has  its  outstanding  principal  adjusted  in  line  with  changes  in 
some  price  level  index.  Therefore,  nominal  PLAM  payments  change  over 
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"The  decision  in  Bates  v.  United  States  [lOS  F  2d  407  {7ih  Cir.  19>9).  cert,  denied,  }09 
U.S.  666  (1940)]  IS  most  explicit  on  this  point.  To  the  taxpayer's  argument  that  no  capital 
gain  \vas  enjosed  (and  no  capital  gains  lax  liability  was.  therefore,  due)  on  the  nominal  gain 
he  enjoyed  on  a  security  purchased  prior  to  the  devaluation  in  19?4.  the  court  held  that  pur- 
chasing power  was  not  a  relevant  consideration  for  a  nominal  income  tax:  "The  standard 
unit  of  computation  is  the  money  dollar,  an  abstract  unit  of  account.  That  standard  unit  of 
money  has  not  changed  in  money  value  throughout  the  existence  of  our  monetary  system." 
(Idem' at  408.) 

See  "Inflation  and  the  Federal  Income  lax."  iale  Lav.  Journal.  Vol.  82.  pp.  716-744. 
and  Roger  Bnnner.  "Inflation.  Deferral  and  the  Neutral  Taxation  of  Capital  Gains." 
Sational  Tax  Journal.  December.  1973.  pp.  565-573. 
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t.me  with  changes  ,n  the  index  used  so  as  to  n^aintait.  a  constant  real  pay- 
m-nl    For  our  purposes,  it  is  convenient  to  view  the  PL.AM  as  incor 
por^ling  a  non.u'al  rate  equal  to  the  real  contract  rate  plus  the  percentage 

nrice  chance  in  each  period.  i     u  ^. 

'  2  Varfable-rate  Irtgage  (VRM).  the  interest  component  of  which  is 
determined  bv  a  charge  dependent  on  an  mterest  rate  mdex.  Scheduled 
mon<^  pavments  are\^qual  over  the  life  of  the  mortgage,  but  are  re- 
Tn^pute^  whenever  the  interest  rate  is  changed.  Therefore,  payments  vary 

"'V'cJXt^d-pavment  mortgage  (GPM).  which  incorporates  a  nomi- 
nal interest  rate  which  mav  be  fixed  for  the  life  of  the  mortgage  or  varied 
ner  odTcallv  as  wuh  the  'VRM.  but  has  its  paymeru  calculated  at  each 
DO  m  in  I  me  as  though  it  were  a  PLAN!  with  a  fixed  maturity.  There- 
to e  the  GPMpavmems  will  be  adjusted  over  time  by  the  ditterence  be- 
tween the  implicit'real  rate  and  the  current  money  interest  rate.  1  his  in 
g'nenil,  w.U  be  close  to  the  change  in  the  pnce  level,  but  not  exactly  the 

''""Tuustrat.ve  examples  for  all  three  classes  ^PPf^Vf"  d'a^VRNras 
PI  AM  ai5Pears  to  cover  all  the  tax  complications  that  face  a  ^  K^^  .^s 
wel^a  thTe  that  a  GPM  would  have  to  reckon  with.  Theretore  the  d.s- 
Tu  ion  that  follows  concentrates  on  the  PLAM  by  way  of  specifics  but 
its  concluMons  are  applicable  to  all  three  classes  of  nonstandard 
mortgages. 

A   Standard  Siort^a^e  (SM) 

To  help  in  identvl-ying  the  major  tax  questions  that  alternative  mort- 
gage instruments  vsould  pose,  it  i.  useful  to  contrast  them  with  the  stari- 
dafd  mortgage  (SM)  that  ,s  the  predominant  arrangement  .n  residential 

^'"""under  the  SM  the  loan  obtained  by  the  mortgagor  is  amortized  by  a 
series  of  payments  (usually  monthly,  but  taken  to  be  annual  for  Mmpl.ci  y , 
n  our  examples  in  Table  1)  of  the  same  dollar  amount  each  period,  with 
Se  "merest  component  declining  in  successive  pericxis  and  the  principal 
Dortion  rising  The  stream  of  momhly  payments  has  a  present  value  com- 
pmid  at  rfnterest  rate  specified  in  the  comract,  equal  to  the  imtial  prin- 

"^"m^meritcomponent  of  each  pavment  is  deductible  by  the  home- 
owner in  computing  t'axable  income  and  reportable  or  tax  as  interest  in- 
come bv  the  lender.  The  30  annual  payments  ot  SI, 45.^  under  the  SM  o 
TVblc  1  hive  a  present  value  of  S.^0.000  when  discounted  a  6  percent 
Ih'c  1  tt  nt  rest  rate  applying  to  the  contract.  Of  the  SI. 453  payment 
at  the  end  of  the  first  vear.  Si. 200  is  interest  and  the  remainder  S253 
goes  tcn4rd  the  redt.ct.on  of  principal.  The  borrower  would  deduct 

Mn  the  discussion  that  follows,  the  GPM  incorporates  the  same  variahle  interest  rate  as 
,he  vivi  te   "  is  .he  constant-payment-factor  VRM  discussed  ,n  earlier  papers. 

^Cohn  and  t  ischer  discuss  an  alternative  GPM  where  payments  are  adjusted  precisely 
in  accordance  with  changes  ,n  price  level   IT^is  mechanism  requires  a  variable  ma.umy. 
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$1,200  of  interest  from  taxable  income;  the  mortgagee  would  report 
SI, 200  of  interest  for  income  tax  purposes.  At  the  beginning  of  the  second 
year,  the  homeowner  owes  the  lender  SI 9,747  on  which  he  pays  mterest  at 
the  end  of  that  year  of  SI,  184.82,  leaving  S268.18  for  repayment  of  prin- 
cipal, etc. 

Note  particularly  that  under  the  SM,  the  payment  scheduled  to  be 
made  (once  a  year  in  our  example)  is  greater  than  the  interest  charge  on 
the  loan  in  that  period.  The  homeowner  will  always  have  paid  to  the  lend- 
er more  than  the  full  amount  of  interest  incurred  under  the  contract  over 
that  period  and,  therefore,  he  can  deduct  interest  charges  of  that  year  in 
full  in  determining  taxable  income.  This  dovetailing  of  scheduled  pay- 
ments and  interest  charges  inherent  in  the  design  of  the  SM  will  not,  in 
general,  characterize  a  PLAM,  VRM,  GPM  or  any  other  mortgage  for 
which  the  current  payment  is  not  tied  directly  to  the  current  interest  rate.*" 
Payment  as  scheduled  could  fall  short  of  "interest  due"  alone.  Would  this 
pose  serious  difficulties  under  the  Federal  income  tax,  that  would  pre- 
clude the  use  of  such  mortgages,  or,  alternatively,  require  major  mod- 
ificati'ons  of  the  tax?  Our  conclusion,  developed  at  length  below  is  "prob- 
ably not."  It  appears  quite  reasonable  to  expect  that  those  alternative 
fomis  of  mortgage  contract  could  be  accommodated  under  current  income 
tax  law  and  practice  without  undue  strain.  We  emphasize  likelihood,  not 
certainly.  Nothing  would  be  certain  in  this  connection  until  the  IRS  ruled 
favorably  on  it.  But  the  prospects  appear  sufficiently  good  for  a  favorable 
ruling  to  support  the  view  that  alternative  mortgage  instruments  could  be 
accommodated  under  present  income  tax  luw  and  practice. 

B.  Price- lj;vel- Adjusted  Mortgage  (PLAM) 

Under  the  PLAM  used  as  an  illustration  in  Table  !  a  modest  interest 
rate,  3  percent  in  tnis  instance,  would  be  charged  on  outstanding  prin- 
cipal, and  additional  interest  {a  positive  or  negative  adjustment)  would  be 
due  as  determined  by  multipKing  the  outstanding  principal  by  the  change 
in  a  specified  price  iiidex  (the  CPl  in  this  example).  .At  the  start  of  the 
year  the  annual  payments  required  to  amortize  the  mortgage  over  the  re- 
mainder of  its  life  (constant  nominal  interest  rate  of  3  percent)  would  be 
calculated,  and  this  amount  would  be  the  payment  scheduled  to  be  made 
at  the  end  of  that  year.  The  mortgage  document  would  set  forth  in  detail 
the  formula  for  determining  the  interest  due  under  the  contract  each  peri- 
od. It  is  reasonable  to  hold  that  interest  determined  as  explained  above 
would  meet  the  IRS  requirements  of  interest  as  payment  for  the  "cost  of 


'While  it  has  been  suggested  that  mortgages  involving  v.iriable  interest  rates  (or  their 
equivalent)  could  maintain  a  constant  money  pavmeni  when  the  rate  rose  by  extending  the 
term  of  the  contract,  this  procedure  would  lace  two  difficulties  For  one  thing,  it  could  run 
up  against  the  30-year  term  maximum  permitted  on  1-Hl.B  mortgages.  But.  more  funda- 
mentally, interest  rate  changes  could  quite  conceivably  be  so  high  that  constant  nominal  an- 
nual payments  would  fall  short  of  the  interest  due  each  period,  and  therefore,  the  mortgage 
would  not  be  amorti/cd  no  matter  how  long  the  period  over  which  payments  were  extended. 
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money  unconditionally  owed,"  and,  thus,  would  be  a  deductible  expense 
to  the  borrower  and  interest  income  to  the  lender. 

In  the  PLAM  example  of  Table  1,  the  payment  scheduled  under  the 
mortgage  at  the  end  of  the  tirst  year  is  51,020.39  which  is  the  level  pay- 
ment on  a  S20.000  mortgage  for  .''O  years  at  3  percent.  It  is  convenient  for 
the  borrower  to  know  for  certain  the  next  pa\ment  required  under  the 
contract,  and  it  is  also  convenient  to  help  in  easing  the  transition  to  a 
higher  periodic  payment  (if  that  should  be  required)  to  lag  the  interest  ad- 
justment. Therefore,  the  payment  due  at  the  end  of  the  period  is  that  de- 
termined by  the  interest  rate  in  effect  at  the  start  of  the  period.  Thus,  the 
initial  payment  required  under  the  mortgage  is  the  51,020.39  as  de- 
termined at  the  start  of  the  contract.  However,  under  the  formula  for 
computing  interest  under  the  contract,  this  payment  would  be  insufficient 
to  cover  interest  actually  charged  over  the  first  year.  Specifically  the  inter- 
est obligation  incurred  over  the  \ear  is  calculated  at  3  percent  of  520,000 
plus  an  additional  amount  determined  by  multiplymg  the  outstanding 
principal  by  the  inflation  rate,  which  in  the  example  in  Table  1  is  taken  to 
be  3  percent."  Summing  3  percent  of  520,000  (=  5600.00).  which  is  the  ad- 
justment of  principal  for  inHation  and  3  percent  of  520.000  (=  5600.00) 
which  is  the  portion  of  interest  due  to  the  constant  3  percent  specified  in 
the  contract,  yields  an  interest  total  for  the  first  year  of  51.200.00  which  is 
S  179.61  greater  than  the  total  payments  made  at  the  end  of  that  year. 

Here,  then,  is  a  complication  not  encountered  in  the  conventional 
mortgage,  viz.,  the  interest  charge  in  a  given  period  may  exceed  the  pay- 
ment scheduled  for  that  period.  This  result  follows  from  the  lagged  adjust- 
ment between  scheduled  payments  and  interest  obligation  incurred  over  a 
period.  Therefore,  obviously,  one  way  of  avoiding  the  problem  would  be 
to  coordinate  the  interest  incurred  and  the  scheduled  payment 
chronologically.  However,  it  suits  the  con%enience  of  the  borrower  not  to 
do  so,  since  the  lag  gives  him  certainty  as  to  the  next  payment  due,  and 
"smooths"  the  stream  of  payments  he  is  called  on  to  make.  Moreover,  the 
ability  to  incorporate  chronologically  divergent  schedules  of  payments  and 
obligations  makes  for  greater  flexibility  in  mortgage  design,  and  thus  is 
one  of  the  areas  of  concern  for  our  study."  Indeed,  a  divergence  between 
"obligations"  and  payments  is  built  into  the  PLAM  and  the  GPM  by  de- 
sign. (See  the  section  on  the  constant-payment-factor  VRM  below  for 
more  on  this  point.) 
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See.  for  example.  D  Bruce  .lohnstone.  .Vch-  Patterns  for  College  l^nJini!  Income 
Contingent  Ltyans.  (Columbia  I'niversity  Press,  New  York  and  London.  1972).  p    174. 

This  is  as  if  the  price  level  index  used  in  making  the  adjustment  rose  from  100  at  the 
start  of  year  one  to  103  at  its  end. 

For  this  reason,  procedures  for  handlmp  the  disergence  between  interest  obligation 
and  interest  payment  are  analysed  in  what  lollows  However,  were  the  primary  concern  sim- 
ply to  prevent  such  a  divergence,  for  a  PI. .AM  it  could  be  accomplished  simply  by  lagging 
the  interest  adjustment.  In  this  case  the  mortgage  contract  would  provide  that  for  de- 
termining the  payment  due  at  the  end  of  the  first  year  the  interest  rate  shall  be  3  percent 
plus  the  rate  of  inflation  e.xpencnced  in  the  prior  year,  and  so  on.  for  each  ensuing  year. 
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To  return  to  the  example,  the  difference  between  the  scheduled  pay- 
ment of  51,020.39  and  the  interest  due  of  Si. 200. 00  would  be  considered 
additional  borrowing  amounting  to  SI 79.61.  While  the  mortgagee,  on  the 
accrual  basis,  would  report  SI. 200. 00  of  interest,  the  homeowner,  typically 
on  the  cash  basis,  would  be  entitled  to  deduct  for  income  ta.\  purposes  in 
year  two  only  that  interest  he  is  considered  to  have  "paid."  which  would 
be  SI, 020. 39.  A  cash  basis  taxpayer  is  not  considered  to  have  "paid"  the 
interest  on  a  loan  where  payment  is  made  with  his  own  note.  To  be  de- 
ductible the  payment  must  be  in  cash  or  its  equi\alent.  "  At  the  end  of 
year  one.  then,  in  the  homeowner's  books  would  be  two  liabilities  which 
aggregate  to  S20. 179.61  —  the  principal  outstanding  at  the  start  of  the 
year,  S20.000,  and  the  addition  to  principal,  on  the  score  of  interest  in- 
curred over  the  period  but  not  paid  amounting  to  SI 79.61.  It  would  be 
better  practice  and  more  helpful  in  preparing  lax  returns  in  ensuing  years 
to  keep  separate  running  tabulations  of  the  original  principal  and  addi- 
tions to  it  because  of  an  interest  liability  incurred  but  not  yet  paid.  This 
result  —  an  increase  in  principal  in  excess  of  the  amount  initially  con- 
tracted for  —  illustrates  the  point  aptly  made  by  Norman  Ture  about  the 
VRM  (but  equally  applicable  to  the  PI..AM)  when  he  notes  that  it  "is  not 
a  unique  or  entirely  novel  type  of  mortgage  loan.  It  is  properly  viewed,  m- 
stead,  as  one  variant  of  a  generic  type  of  renegotiable  instrument,  in 
which  the  lender's  authority  to  change  terms  is  stipulated  in  the  original 
contract,  thus  avoiding  the  need  for  the  execution  of  a  new  one  as  the  oc- 
casions for  such  changes  arise." 

In  principle,  no  additional  complications  would  be  posed  should  the 
interest  charge  in  the  next  succeeding  year  again  exceed  the  payment 
scheduled  for  that  year.  Following  the  usual  convention  (which  applies  in 
the  absence  of  a  specific  proMsion  to  the  contrary  in  the  contract)  the 
payment  would  be  applied  first  against  accumulated  interest  of  the  pre- 
ceding >ear  and  the  remainder  would  go  toward  payment  of  the  current 
year's  interest."  Maintaining  separate  accounts  for  original  principal  and 


'"See  Rev    Rul:  70-647.  1970-2  C  B   .^S  and  cases  ciled  iherein. 

"Commerce  Clearing  House.  Standard  Federal  Reporter  recommends  that  "because 
the  lender's  records  do  not  mdicate  uhen  and  how  much  mterest  is  aciualK  paid  by  the  mdi- 
vidual  for  purposes  of  deduction  under  section  163  of  the  Code,  it  is  incumbent  on  the  indi- 
vidual to  keep  his  own  record  of  loans,  interest  and  payments."  (See  1974,  Volume  2. 
14.160335.  p.  I9,0IS  )  While  it  is  desirable  for  the  niorlgaeor  to  do  so,  it  is  not  clear  that  it 
would  be  absolutely  imperative  in  this  case,  since  the  information  now  generally  provided  by 
banks  to  mortgagors  could  be  expanded  \ery  easily  to  provide  the  additional  records  the 
homeowners  need.  And  it  would  be  helplul  for  banks  to  do  so.  as  many  homeowners  have 
no  records  other  than  those  the  bank  furnishes  them. 

^'Variable  Rale  Stongages:  Issues  and  Prospects,  a  report  prepared  for  the  United 
States  league  of  Savings  and  Loan  Association  by  Norman  Ture.  Inc..  August  30.  1974.  p. 
5. 

"while  this  is  the  generally  accepted  convention  it  would  be  wise  to  avoid  any  possi- 
bility of  ambiguity  and  incorporate  a  statement  to  this  effect  in  the  mortgage  contract. 
slating  specifically  that  all  payments  are  considered  first  to  be  made  against  interest  and  then 
principal. 
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additional  debt  because  of  interest  accrued  but  not  yet  paid  would  facil- 
itate crediting  of  next  year's  pa\ment  first  against  accumulated  interest 
and  then  against  principal. 

Since  it  is  possible  for  the  annual  interest  to  exceed  the  annual  pay- 
ment over  a  run  of  years,  it  appears  that  there  might  be  a  danger  that  the 
PLAM  (and  it  applies  to  the  constant-payment-factor  \  RM  or  any  other 
GPM  and  under  some  circumstances  the  VRM,  too)  would  be  considered 
to  be  an  equity  position  rather  than  a  debt  since  the  initial  amount  bor- 
rowed is  not  being  repaid,  if  this  were  to  be  the  interpretation  of  the  IRS 
or  the  tax  court,  the  homeowner's  payments  under  the  arrangement  would 
not  be  interest,  deductible  in  computing  taxable  income,  but  a  rental  pay- 
ment that  would  not  be  deductible.  But  this  is  not  a  real  problem.  A 
mortgage  contract,  for  a  specified  number  of  years,  by  definition  calls  for 
repayment  ot  principal  at  some  specified  period  (with  the  final  pasment  a 
"balloon"),  and  is.  therefore,  not  likely  to  be  considered  an\lhing  other 
than  a  debt.  Thus,  for  example,  interest  paid  in  the  current  year,  although 
accrued  over  the  ten  prior  years  (and  never  charged  on  the  books  before 
the  current  year)  was  held  deductible  in  the  current  year.'^ 

Reverting  to  our  example,  the  PL.AM  of  fable  1,  as  far  as  the  mort- 
gagee (the  bank  or  other  financial  institution)  is  concerned,  at  the  end  of 
the  first  year  (start  of  the  second)  the  basis  would  be  S20. 179.61  resulting 
from  the  addition  of  the  unpaid  interest  to  the  previously  existing  prin- 
cipal. The  annual  level  premium  on  a  mortgage  of  S20. 179.61  at  3  percent 
for  29  years  is  SI. 05 1.65.  which  would  be  the  payment  scheduled  to  be 
made  at  the  end  of  the  second  year. 

In  year  two,  applying  the  rule  that  unless  expressly  agreed  to  the  con- 
trary, payments  on  a  debt  shall  be  considered  to  apply  first  to  interest  and 
then  to  principal  (or.  as  recommended,  just  to  be  safe,  the  contract  have  a 
provision  that  so  specifies)  the  homeowner  would  be  entitled  to  an  interest 
deduction  of  SI. 05 1.65  (equal  to  that  portion  of  last  year's  interest  in- 
curred hut  not  paid  in  the  preceding  year  of  S179.61  plus  S872.04  of  year 
two's  intciest  charge).  The  total  interest  charge  in  \ear  two  would  come  to 
$1,614.37.  "  Iherefore  the  mortgagor  would  carry  o\er  into  year  three. 
S742.03  of  interest  incurred  in  year  two.  but  not  taken  as  a  deduction  in 
that  year.  Finally,  with  the  interest  charge  totalling  SI. 614. 37  in  year  two. 
and  aggregate  payments  of  SI. 05 1. 65  made  at  the  end  of  that  year,  out- 
standing principal  will  rise  bv  the  excess  of  interest  over  pavments  or  bv 
S562.72  i.e.,  from  S20, 1 79.61  to  520,742.33. 
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"Jungkind  Phot  Supply  Co   v    Rennniel.  (DC).  1926.  (ll  was  not  apparent  in  this  case 
whether  the  ta.xpaycr  wa.s  on  the  cash  or  accrual  basis.) 


Computed  as  follows: 
Nominal  interest  rate: 

Interest  via  inflation 
adjustment: 

Total  interest: 


a)3%($20.179  6l)  =  SW)5.39 

b)  (5f-f   .X   S20, 179.61    -   (SI, 051. 65  - 
$605.39))  =  $I,(X)S.98 

c)  $605.39  +  $1,008.98  =  $1,614.37 
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While  the  suggested  procedure,  outHned  in  the  last  several  para- 
graphs, might  appear  to  involve  homeowners  in  some  rather  complicated 
record-keeping  —  vi/..  a  runnmg  tabulation  uith  annual  mdexmg  ot  inter- 
est due  ("obligated")  but  not  paid  and,  therefore,  not  taken  as  a  tax  de- 
duction —  most  mortgage  records  are  kept  and  processed  by  financial  in- 
stitutions, which  have  information  systems  that  could  easily  handle  this 
order  of  complexity.  Presently,  for  standard  mortgages  the  interest  and 
principal  components  of  the  current  payment,  startmg  and  endmg  prin- 
cipal, and  payment  due  next  period  are  all  computed  by  the  lender,  and 
the  information  is  sent  to  the  homeowner  monthly. 

The  mortgagor  need  not  defer  the  interest  deduction  in  the  manner 
just  described,  however.  He  could  if  he  wished  (and  the  bank  or  some 
other  lender  were  willing)  borrow  additionally  from  the  bank  adding  to 
his  principal  (or  other  debt)  prior  to  the  date  the  payment  was  due,  take 
the  borrowed  money  into  his  checking  account,  and  at  a  later  date  pay 
the  bank  the  full  amount  of  interest  due  in  the  current  year.  Specifically 
with  reference  to  our  illustration,  before  the  end  of  year  one  he  could  bor- 
row an  additional  SI79.6I  (raising  his  principal  to  $20,179.6!)  and  put  it 
into  his  checking  account.  At  the  end  of  year  one  he  would  give  the  bank 
a  check  for  51,200.00.  thus  paying  the  interest  of  that  year  in  full,  and 
putting  himself  in  a  position  to  take  the  full  payment  as  an  interest  de- 
duction in  that  \ear.  The  bank  would  report  interest  of  51,200.00,  the 
same  as  if  the  mortgagor  had  deferred  a  portion  of  the  interest  due,  and 
the  bank's  basis  would  be  520,179.61  which  is  also  the  same  as  it  would 
be  had  the  mortgagoi  deferred  paying  a  portion  of  the  current  year's 
interest.  " 

The  tax  law  appears  quite  flexible.  The  mortgagor,  being  on  a  cash 
basis,  could  defer  a  portion  of  the  interest  or  take  the  interest  deduction 
in  fu'.l  currently.  1  his  is  a  specific  illustration  of  the  general  point  that  fol- 
lows fiom  the  fact  that  "the  increasing  of  a  primary  debt  obligation  to 
meet  an  interest  liability  is  not  considered  to  be  a  payment  of  interest  for 
purposes  of  tax  deduction."'  Thus  a  taxpayer  on  the  cash  basis  has  "free 
choice  to  make  payment  or  delay  payment  of  interest  for  tax  purposes. 
Given  the  economic  opportunity  and  availability  of  credit,  a  taxpayer  can 
choose  to  increase  a  bank  note  by  the  amount  of  the  principal  due  plus 
accrued  interest  liability  and  thereby  delay  the  deduction  until  a  future 
taxable  year.  In  the  alternative,  the  taxpayer  can  have  the  bank  increase 
the  amount  of  the  loan  and  credit  taxpayer's  account  and  the  taxpayer 


"There  is  no  inconsistency  in  law  in  this  asymmctnc<-il  treatment  of  ihe  borrower  and 
the  lender.  As  Kanier  notes  ".  .  .  unlike  many  other  areas  ot  tax  law,  the  treatments  ol  the 
two  sides  of  the  transaction  are  not  always  idenlical  and  the  proper  treatment  of  the  income 
receipt  by  the  lender  may  well  be  on  an  accrual  basis,  while  that  of  the  borrower  or  debtor  is 
on  the  cash  basis;  these  are  not  inconsistent"  (Burton  Kanter.  "The  Interest  Deduction: 
When  and  How  Does  It  Work."  :6ih  AnnudI  \ew  York  University  tnsiiiuie  on  Taxation 
(1968),  p  91) 
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can  separately  issue  a  check  against  his  personal  funds  to  meet  the  interest 
liability  and  thereby  insure  a  current  deduction." 

To  be  sure  the  mortgagor  will  ha\e  to  pay  due  regard  to  the  /orw  of 
the  transaction.  I'hat  is  why  he  was  described  above  as  borrowing  before 
the  interest  payment  becomes  due,  and  takmg  the  proceeds  of  the  addi- 
tional loan  into  his  checking  account  prior  to  payment.' 

But  while  this  option  is  available  to  the  homeowner,  it  is  open  to 
question  whether  many  would  choose  it.  The  game  may  not  be  worth  the 
candle.  Assuming,  for  simplicity,  that  the  mortgagor's  tax  bracket  would 
be  the  same  in  both  years,  his  net  advantage  in  choosing  the  loan  and 
payment  option  is  the  interest  on  the  ta.x  saving  (due  to  interest  de- 
ductibility) that  would  otherwise  be  postponed  to  the  next  year.  Thus  a 
mortgagor  in  the  30  percent  bracket  who  had  an  additional  S179.6I  of  de- 
ductible interest  would  get  a  tax  reduction  of  S53.88  a  year  earlier.  With 
the  interest  rate  at  6  percent  this  is  worth  S3. 23.  Certainly  not  a  large 
sum;  and  further,  quite  possibly,  this  example  overstates  the  tax  saving, 
since  he  may  be  in  a  higher  bracket  next  year,  which  would  make  the  de- 
ferral of  the  interest  deduction  less  of  a  penalty.  There  is  no  need  to  be- 
labor the  point.  The  relevant  magnitudes  are  such  that  the  taxpayer 
stands  to  gain  relatively  little  by  arranging  an  explicit  additional  loan  and 
"paying"  the  interest  in  full.  Most  mortgagors  would  probably  defer  the 
pa\ment  in  those  \ears  where  interest  exceeded  scheduled  payments,  and 
this  would  be  simpler  for  all  concerned.  But  those  who  wanted  to  take  the 
deduction  in  full  currently  could  arrange  to  do  so  without  stretching  the 
tax  law. 

C.   Variable- Rale  .\for!gai;e  (i'R.\f) 

The  discussion  in  the  preceding  section  holds  in  general  for  \  RMs  as 
well. 

Turning  to  the  example  in  Table  1,  with  the  VRM  taken  out  in  the 
first  instance  at  6  percent,  the  pa\ment  due  at  the  end  of  the  year  would 
be  the  same  as  in  the  SM  for  30  years  at  6  percent.  And.  as  with  the  con- 
ventional mortgage,  of  the  SI, 453  payment  to  the  mortgagee  made  at  the 
end  of  year  one,  SI, 200  would  be  interest  reported  as  income  by  the  bank 
and  deductible  by  the  mortgagor,  and  S253  svould  go  toward  reducing 


"ibid.,  pp.  90-91. 

Kanter  cites  two  cases  th,it  illustrate  the  importance  of  the  form  in  which  the  trans- 
action is  cast.  Both  appear  similar  in  substance,  but  differ  in  form  And  under  one  interest 
was  not  deductible,  while  under  the  other  it  was.  In  the  nondeductible  case  the  ta.\pa\er  ap- 
plied for  an  increase  in  the  loan  on  his  property,  which  additional  loan  when  granted  was 
paid  out  in  separate  checks,  one  for  the  principal  payable  to  him.  the  other  by  the  financial 
intermedi.irs-  tor  the  interest  payable  to  itself.  The  Tax  Court  held  this  arrangement  to  be  es- 
sentially the  renewal  of  the  note  for  an  amount  including  the  interest  that  had  accrued.  In 
the  other  case,  the  cash  basis  taxpayer  owed  S200.(X)0  together  with  interest.  He  arranged  for 
an  additional  loan  prior  to  the  date  the  interest  payment  was  due.  had  the  proceeds  transfer- 
red to  his  account  and  then,  at  the  appropriate  time,  "paid"  the  interest.  He  was  held  to  be 
entitled  to  deduct  the  interest  in  full.  (p.  92) 
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nrincipal  In  the  second  year,  because  the  pace  of  inHat.on  has  stepped  up 
fo  5  pe  cent  the  appHcation  of  a  nommal  rate  of  8  percent  to  the  out- 
LJZmA  of  the  loan  .s  requ.red.  Interest  at  8  percent  on  prm- 
cipal  of  S19.747  comes  to  Sl.579.76.  However,  the  payment  also  ts  adjust- 
ed upward  to  SI. 769. 70. 

D    Graduated- Pavment  Morigage  (GPM) 

The  example  under  this  category  m  Table  1.  which  is  the  studv  s    p  e- 
ferred'  a    aTgement  (see  preceding  sections  of  this  volume),  is  a  panicular 
version  of  this  general  class  which  embodies  features  of  both  a  PLAM 
and  a  VRM    Itfs  the  constant-pavment-factor  variable-rate  mortgage.  As 
w"?h  a  VRM     h    interest  charges  on  the  outstanding  principal  would  vary 
:  er    imf  vuh  market  rates.  But  this  variable  interest  charge  -ulcl  hav. 
relativelv  little  impact  on  monthly  pavments  since  these  are  escalated  (up- 
ward o    downward)  according  to  the  dUTerence  between  the  current  inte  - 
Tst  rate  and  the  ii^plicit  real  rate.  This  means  that  although  payment 
wou  d  ris    over  time  in  money  terms,  they  would  --ain  r^oughly  con  tar^ 
in  terms  of  purchasing  power  (depending  on  the  index).     And.  in  addi 
tioiTnder  t'h"s  arrangement  it  is  possible  for  the  penodic  Pav'-ents    an- 
nS  m  our  example,  but  momhly  in  practice)  to  start  at  a  considerabb 
Tower  "eveT  than  is  required  under  the  standard  mortgage  in  a  period  ol 
hiph  interest  rates  and  intlation.  .    ^^,.- 

A  i  ergcnce  between  the  amount  of  interest  the  homeowner  is  obli- 
gated for"  and  the  amount  of  interest  included  in  his  penodic  payment  is 
nterent  in  the  design  of  this  arrangement.  But  ^^.s  m^"-,  ^^^t" 
been  taken  up  at  lencth  above  in  the  discussion  of  the  PLAM.  and  neea 
not  blrepeated  here.^•o  new  issues  of  principle  or  practice  are  posed  on 
this  score  with  respect  to  the  GPNt. 

Snce  a  difference  between  mterest  due  and  interest  paid  is  bui  l  into 
this  version  of  the  GPM.  this  gap  would  tend  to  be  more  pronounced  and 
Ire  potraced  than  the  discussion  of  the  PLAM  example  uould  sug- 
gest There  ore,  more  homeowners  might  want  to  arrange  to  borrow  and 
pavthe  interest  each  year  to  get  the  full  deduction.  Thus  it  might  be  de- 
sirable for  the  lending  institution  to  formalize  this  possibility  by  providing 
a  ?ine  ot  credit  for%  separate  account  for  each  GPM  mortgagor  that 
could  be  used  for  this  purpose. 

E    Decline  in  the  Price  Index  .       ■    _,       ,<"r,i     ,  ..hat 

?ax  consequences  of  sharp  declines  in  the  P-f^-.^^^^^fJ,"  ,^3',^- 
ever  else  is  chosen)  pose  an  additional  problem  tor  PLAMs.  because  a  de 
c.negreate    than  the  constant  nominal  rate  of  the  contract  (3  percent  m 
our  ef  mp    )  would  lead  to  "negative"  interest  for  the  period.  While  a  f 
m  the  CPl  (or  any  other  index  that  could  reasonably  be  used  as  a  basis 

»A,  noted  m  the  mtroducon.  an  alternative  forrr,  of  the  GPM  would  .nvoKepay- 
n,ents  ^Id  dJrt.K  to  the  prrce  Ice.  and  therefore,  not  .nOuenced  by  current  interest  rates. 
However,  it  would  of  necessity  have  a  variable  maturity. 


•      : 


■p*?Msn^i  •  J  V  w  V  ■  1. 1 


.JJIIIW 


\ 


282 


NEW  MORTGAGE  DESIGNS 


for  adjusting  principal)  would  be  expected  to  occur  less  frequently  (and  be 
less  pronounced)  than  a  rise,  it  could  happen,  so  the  tax  accounting  con- 
sequences thereof  must  be  faced. 

With  reference  to  the  PLAM  of  Table  1.  assume  that  instead  of  in- 
creasing by  3  percent  in  year  one,  the  index  had  declined  by  10  percent. 
The  scheduled  payment  of  SI. 020. 39  (of  which  S600  was  interest  on  the 
$20,000  initially  borrowed)  would  be  subtracted  from  an  adjusted  prin- 
cipal of  SI 8.000  (.9  X  S20.000).  Thus,  the  homeowner  would  owe  the  bank 
only  S16.979.61 .  If  the  homeowner  chose  this  occasion  to  prepay  his  mort- 
gage (and  assuming  no  prepasment  penalty  to  keep  the  example  simple) 
he  would  in  effect  be  cancelling  an  indebtedness  of  S20.000.00  with  a  pay- 
ment of  S18.000.00.  and  thereby  realizing  S20.000.00  of  income.-'  The 
lender  would  report  a  loss  of  the  same  amount. 

Suppose,  however,  that  the  mortgagor  does  not  prepay,  but  simply 
carries  on  with  the  mortgage.  Would  the  doctrine  of  constructive  receipt 
apply  with  the  consequence  that  income  would  be  recognized  at  the  time 
of  the  principal  adjustment'^  Or  would  the  reporting  of  income  be  de- 
ferred, to  be  taken  into  account,  if  relevant,  in  the  final  settlement  when 
the  mortgage  is  paid  off  in  the  regular  'course?  The  latter  would  be  the 
more  appropriate  treatment  for  taxpayers  on  the  cash  basis,  for  it  is  only 
at  prepayment  or  final  payment  that  the  income  represented  by  this  nega- 
tive interest  (if  any)  would  be  enjoyed  when  they  pay  off  an  obligation  at 
less  than  its  face  amount.  At  this  time  the  income  v»ould  show  up  in  the 
taxpayer's  cash  flow,  and  it  would  seem  therefore  ^o  be  the  appropriate 
time  to  recognize  it  for  tax  purposes. 

If  the  mortgage  is  not  prepaid  or  closed  out,  the  negative  interest  re- 
flected in  the  downward  adjustment  of  principal  in  response  to  a  decline 
in  the  price  index  would  probably  not  be  considered  income  at  the  time 
the  adjustment  is  made.  The  doctrine  of  constructive  receipt  would  not 
seem  to  be  applicable,  for  the  same  reason  that  it  does  not  apply  to  the 
analagous  situation  of  an  increase  in  the  cash  surrender  value  of  a  life  in- 
surance policy.  Constructive  receipt  applies  when  income  could  be  real- 
ized unconditionally,  without  any  loss,  hardship,  cost  or  change  in  under- 
lying relations.  But  to  enjoy  the  increase  in  cash  surrender  value  of  the 
insurance,  the  policy  would,  in  fact,  have  to  be  surrendered.  Analagously, 
then,  for  the  PLANf.  on  a  decline  in  the  index,  income  should  be  recog- 
nized on  prepayment  or  when  the  mortgage  is  closed  out,  but  if  the 
homeowner  continues  under  the  mortgage,  recognition  of  income  should 
be  deferred.  This  is  all  the  more  likely  to  be  the  tax  treatment  since  the 
"income"  could  be  short-lived,  disappearing  in  the  face  of  a  price  increase 
(or  the  accumulated  nominal  interest  charge  of  ensuing  periods)  in  the 
future. 


^'IRC  Section  61  (a)  (12)    United  States  vs.  Kirby  Lumber  Co..  284  U.S.  1  (1931). 
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For  homeowners  who  remained  under  the  PLAM  when  principal  was 
adjusted  for  a  decline  in  the  price  level,  if  recognition  of  income  is  de- 
ferred as  suggested,  symmetry  of  treatment  would  require  that  the  nega- 
tive interest  represented  by  the  decline  in  the  principal  be  netted  against 
interest  payments  of  succeeding  years  and  that  the  taxpayer  be  permitted 
to  deduct  only  the  excess  of  these  interest  payments  over  the  accu- 
mulation in  the  negative  interest  account.  In  other  words,  to  the  extent 
that  the  decline  in  principal  exceeds  the  interest  paid  that  year,  a  "nega- 
tive interest"  account  should  be  set  up  and  earned  over  into  the  following 
year.  And  in  that  next  year  interest  would  be  deductible  only  to  the  extent 
of  the  excess  of  interest  paid  over  the  accumulated  "negative"  interest  of 
preceeding  years.  The  interest  of  ensuing  \ears  would  not  be  deductible 
except  to  the  extent  paid  and  in  excess  of  the  "income"  (negative  interest) 
of  earlier  years. 

The  treatment  suggested  here  seems  reasonable  and  consonant  with 
present  law.  However,  it  would  be  the  better  part  of  wisdom  to  spell  it 
out  in  the  mortgage  contract.  Thus,  for  example,  it  could  be  specifically 
provided  that  if  the  negative  adjustment  exceeds  3  percent  (or  whatever 
the  constant  annual  interest  rate  is)  the  excess  shall  be  carried  over  as  a 
credit  against  the  interest  that  may  be  deducted  in  future  years. 

While  the  borrower  is  characteristically  on  a  cash  basis,  the  lender 
would  generally  be  on  an  accrual  basis.  Would  the  lender,  then,  report  a 
regular  loss,  measured  by  the  decline  in  pnncipal,  which  resulted  from  the 
borrower's  having  lo  pay.  in  effect,  a  negative  amount  of  interest?  The  an- 
swer is  arguable,  but  .inpears  to  be  "most  probably  not."  Under  the  "all 
events"  test  in  the  accour.ting  provisions  of  the  Internal  Revenue  Code  an 
accrual  basis  taxpayer  cannor  take  a  loss  until  all  events  are  definite  and 
certain.  The  IRS  might  well  hold  that  this  is  a  continuing  arrangement 
until  the  end  of  the  mortgage  term,  and  that  it  cannot  be  determined 
whetlier  there  is  a  loss  or  not  on  this  arrangement  until  the  last  payment 
has  been  made.  On  the  other  hand,  the  taxpayer  could  argue  that  he  has 
to  file  a  return  on  a  yearly  basis,  and  therefore  must  report  income  to  the 
best  of  his  ability. 

While  there  is  merit  in  both  arguments,  because  of  the  inherent  vari- 
ability of  PLAM  annual  interest  charges,  and  the  strong  likelihood  that 
sharp  price  level  declines,  which  give  rise  to  the  problem,  will  be  relatively 
infrequent  events  over  the  full  term  of  the  mortgage,  we  lean  toward  the 
view  that  the  "all  events"  test  would  probably  prevail."" 

F.  Indexed  Deposits 

For  financial  institutions  PI.AMs  would  be  an  asset  that  would  per- 
mit the  issuance  of  indexed  liabilities,  i.e.,  notes  or  deposits  which  would 
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'Federal  Tax  Regulations.  1974.  S  I  446-1  [c(ii)]  provide  that  "  .  .  deductions  are  al- 
lowable for  the  taxable  year  in  which  all  the  events  have  iKcurred  which  establish  the  fact  of 
the  liability  giving  rise  to  such  deduction  and  the  amount  thereof  can  be  determined  with 
reasonable  accuracv." 
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carry  a  specified  and  low  rate  of  interest,  say  2  or  3  percent,  plus  addi- 
tional interest  (positive  or  negative)  as  determined  by  the  application  of 
the  percentage  change  in  a  price  index  to  the  amount  on  deposit.  This  ar- 
rangement should  be  attracti\e  to  savers  in  periods  of  inflation,  and  could 
serve  to  increase  the  supply  of  mortgage  funds.  We  have  not  studied  such 
deposits  in  depth.  The  brief  discussion  of  their  tax  treatment,  therefore, 
presents  a  course  of  action  that  seems  "reasonable,"  but  cannot  be  put 
forward  as  "likely"  without  more  careful  study. 

As  regards  indexed  deposits,  the  inflation  adjustment  in  connection 
with  price  level  increases  would  constitute  interest  income  to  the  depositor 
when  that  adjusimen'  is  made  —  whether  the  depositor  is  on  the  cash  or 
accrual  basis  —  because  of  the  doctrine  of  constructive  receipt  under 
which,  for  example,  interest  accruing  on  sa\ings  bank  and  savings  and 
loan  certificates  over  a  period  of  years  is  taken  into  the  depositor's  income 
annually  for  tax  purposes  even  though  it  is  not  paid  out  to  him. 

With  respect  to  price  level  declines  sufficiently  severe  for  the  negative 
interest  determined  thereby  to  be  greater  than  the  amount  due  on  the 
score  of  the  fixed  nominal  rate,  the  depositor  might  well  be  treated  as  is 
the  purchaser  of  a  security  whose  price  has  declined,  i.e..  it  would  be  held 
that  a  realizable  taxable  event  has  not  occurred. 

Positive  interest  and  negative  interest  would  be  treated  differently. 
Positive  interest  would  be  a  constructi\e  receipt  of  income:  negaii\e  inter- 
est would  not  be  a  deductible  loss  because  a  realizable  taxable  event  had 
not  occurred.  If  the  depositor,  however,  closed  out  his  account  at  this  lat- 
ter juncture,  then  the  lois  (negative  interest)  would  be  deductiblvgg?- 

On  the  other  side,  wii*^  the  depositor  suffering  negati\e  iiuerest.  the 
financial  intermediarv  cou.d  b^  considered  to  have  income,  even  though  in 
future  periods  just  the  opposite  .mght  '-veil  occur.  The  difference  between 
this  treatment  of  deposits  and  that  suggested  above  for  PL.AMs  in  the 
event  of  a  decline  in  the  price  index  (the  "all  events"  doctrine)  is  that  de- 
posits aic  pasable  on  demand,  whereas  the  mortgage  contract  runs  over  a 
period  of  ti.-^e. 

111.  USURY  LAWS 

Usury  laws  which  establish  interest-rate  ceilings  on  the  basis  of  tradi- 
tion and  legal  norms  and  adjust  to  economic  conditions  slowly  and  im- 
perfectly, could  pose  major  difficulty  for  nonstandard  mortgages."' 

Without  intending  in  any  way  to  underestimate  the  importance  of  this 
obstacle  and  the  need  to  study  it  further,  the  following  general  con- 
siderations appear  to  offer  a  measure  of  comfort. 
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For  a  complete  listing  of  usury  laws  by  state  see  Norman  N  Bousher.  "Usury  Laws: 
Harmful  W  hen  Effective."  FeJeral  Reserve  Bank  of  Si.  Louis  Monihh  Review.  .August 
1974.  pp.  16-23. 
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of  tradi 


-        it  IS  an  established  point  of  law  that  if  payments  are  conditioned 

en  future  events  (e.g..  future  income)  and  the  minimum  possible  rate  ot 

,;re.t?s  under  the  legal  rate,  the  contract  is  not  usurious  merely  because 

Ihe  maVimum  pot  bKate  might  exceed  the  legal  rate    Presumably  a  plan 

can ^vo.T conflict  with  usurv  laws  if:  (1)  the  relationship  between  actual 

ntere  t    ates  and  hspothet.cal  incomes  is  deemed  reasonable  and  ac  uar  ly 

rimd    (2)  borrowers  know  beforehand  a  range  of  possible  interest  rates 

corresponding   o  hypothetical  income  streams  (which  they  must  be  told  to 

cor^pKw.th  Federal  truth-in-lend.ng  anyway);  (3)  the  minimum    -  and 

orbabK     he  -average  expected"  -  rate  of  mterest  is  within  legal  limits 

Td  (4)  the  lender  will  not'rece.ve  an  overall  rate  of  return  in  excess  of  the 

"^'V^re'aslns  more  specifically  related  to  the  application  of  usury  laws 
to  mor  gage  contracts  it  appears  that  the  alternative  mortgage  instrumems 
sidled  fnth^  report  might  well  survive  challenges  based  upon  state  usury 
bws  Hovvever,  the  particular  nature  of  each  state's  laws  and  legal  system 
mTke;  "Impossible  to  generalize  with  any  certainty  across  the  whole 
United  Stat's'some  states'have  already  addressed  themselves  to  the  ques- 

^'^"plrj^irSliSm^^cS^rgS:-  §  .9,6.5   regulates  the  use  of 

variable  interest  rate  clauses  in  mortgages.  ^^ ^^^^^^l^;^^^^:^ 
nuinc  Its  reuuiremenis  will  survive  judicial  scrutiny.  Other  states,  althou^n 
no  ve  regula  ng  VRMs  as  such,  have  statutes  under  wliich  mortgages  m 
ThoL  o7m  part'  are  exempted  from  usury  laws  <-  -^,-°-  -'^l 
Uws  am^lvine  to  them).  In  Connecticut  mortgages  ot  S5.000  or  more,  se 
cured  by  ral  propertv  are  exempt  from  usury  limits.  Approximately  30 
Ter  stlt^Lem  t  FHA-insured  home  mortgages  from  the.r  u^urv^^w^ 
Thus  in  a  majority  of  states  the  statutory  trend  is  towards  exempt  ..g 
mnrtPiee  interest  rates  from  state  usury  laws. 

In  those  tates  where  mortgages  have  not  been  so  exempted,  non- 
standard mortgages  mav  be  subject  to  attack  under  usury  statutes.  How- 
ever herir!  Lme  solid  legal  grounds  for  their  defense.  The  case  o 
Hem  T Jessie  28  Kv  428  (1831)  might  be  used  in  support  of  pnce  level 
ad,u  ted  mortgages  since  it  was  held  that  where  the  .alue  loaned  and  re- 
na  d  are  Sent.cal  no  violation  of  usury  statutes  has  occurred.  This  same 
l^ne  o  reton  ng  could  be  used  by  analogy  with  respect  to  mortgages 
under  -h'cTthe  v./..  of  the  mterest  plus  principal  collected  remains  the 

"^""a  further  argument  in  defense  of  nonstandard  mortgages  could  be 
presented  on  the  bas's  of  the  borrower  and  the  public  policy  tocus  of  usu- 
^  law  The  alternative  mortgages  are  clearly  not  mtended  as  a  vehicle  for 
^vadmg  t^e  usury  laws.  The  absence  of  proof  of  usurious  mtent  was  held 


»D.   Bruce  Johnstone.   .V.k   Pauerns  for  College  Und,ng:  Income  Connngen,  Loans. 
Columbia  University  Press.  1^72.  pp    171-72. 
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critical  by  the  court  in  affirming  a  verdict  for  the  obhgee  in  Stark  v    Cof 
fin.   105  Mass.  328(1970)  (cf.  also   Rhodes  v.   Fullenwider.  25,  N.C.  415 

Usury  laws  are  designed  to  aid  and  protect  the  borrower;  nonstandard 
mortgages  it  can  be  argued  would  aid  the  would-be  borrower  bv  makmg 
funds  available  to  him  that  would  otherwise  not  be  forthcoming  Thuf 
there  appears  to  be  strong  public  policy  argument  in  favor  of  holding  al- 
ternative mortgages  not  subject  to  usury  laws.  Since  their  existence  could 
be  bencricial  to  the  mortgagee,  it  might  be  difficult  for  the  court  to 
rationalize  striking  them  down  under  a  law  designed  to  aid  the  borrower. 

An  additional,  but  less  convincing  argument,  can  be  based  on  the 
contmgenl  nature  of  nonstandard  mortgage  arrangements.  There  is  a  line 
of  cases  in  which  it  has  been  held  that  if  pavment^f  the/«//  legal  interest 
IS  subject  to  a  contingency,  the  interest  need  not  be  limited  bv  usury  stat- 
utes. Mdey  Petroleum  Corp.  v.  Amerada  Petroleum  Corp  63  P  2d  1210 
(1936);  but  see  Jameson  v.  Harre,^.  Ibl  Pac.  372(1928).  It  may  be  possible 
to  detend  PL.\Ms  and  VRMs  (whether  payments  are  level  or  graduated) 
analagously  since  their  interest  is  contingent  on  an  independent  oc- 
currence (variations  in  the  rate  of  inflation,  etc.). 

Conclusion 

In  brief  summary,  in  states  whose  legislatures  have  come  to  gnps  with 
the  problems  of  mortgage  interest  rates  the  resulting  legislation  has  been 
oi  a  type  t.hat  would  allow  the  implementation  of  alternative  mortgages 
desp.te  a  general  usury  statute.  In  other  states  it  would  appear  that  non- 
standard: mor'gages  might  be  successfully  defended  from  challenges  under 
usury  statutes  through  arguments  based  on  I )  the  constant  value  of  the  in- 
terest charged,  2)  the  intent  of  the  mortgagor,  3)  the  public  policv  behind 
usury  laws,  or  4)  the  contingent  nature  of  the  interest  charged, 

IV.  SOME  ADDITIONAL  REGULATORY  PROBLEMS 

With  a  number  of  different  types  of  financial  institutions  each  subject 
to  a  particular  set  of  regulations  offering  mortgages,  with  a  variety  of  reg- 
ulatory bodies  particular  to  each  institution  and  or  a  particular  regulatory 
objective,  and  with  the  Federal  Government  and  the  50  states  both  in- 
volved in  the  regulatory  process,  it  is  not  surprising  that  a  very  large  and 
complex  set  of  regulations  bear  on  mortgages. 

Out  of  this  set  our  discussion  has  singled  out  the  Federal  income  tax 
as  of  paramount  importance,  and  has  taken  up  also,  but  in  more  per- 
functory fashion,  the  usury  laws.  In  this  section  we  list  and  discuss  briefly 
a  lew  more  regulatory  problems  relevant  for  nonstandard  mortgages. 

A.  "Trutfi-in- Lending" 
^The  Federal  Consumer  Credit  Disclosure  Act,  1968  ("Truth-in-Und- 
ing  )  includes  the  following  among  its  provisions: 

1.  The  lender  must  inform  the  borrower  of  the  annual  rate  of  interest 
to  the  nearest  one-fourth  of  1  percent  [U.S.  Code  15—  §  1606(c)] 
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I  2.  There  must  be  a  periodic  disclosure,  with  each  billing  cycle,  of  the 

j  annual  percentage  rate  of  the  total  finance  charge,  the  date  by  which  pa>- 

5  ment  must  be  made  to  avoid  penalty,  the  outstanding  balance,  the  total 

I  amount  of  interest,  etc.  [U.S.  Code  15—  S  1636(1-2),  S  1637{a-b)]. 

i  In  the  general  case,  under  nonstandard  mortgages  neither  party  can 

J  know  at  the  start  of  each  period  what  the  interest  charge  will  be  over  the 

■5  period.  Therefore,  it  appears  that  lenders  would  not  be  able  in  a  strict 

.J  sense  at  least,  to  carry  out  the  "Truth-in-Lending"  law  requirements."' 

i  But  a  strict  interpretation  may  not  be  in  order  to  serve  the  purposes 

I  of  "truth-in-lendmg"  legislation  which  are  to  permit  borrowers,  with  full 

i  knowledge  of  costs,  to  make  comparisons.""  and  to  "shop  for  credit."" 

;  Therefore,  a  good  faith  effort  on  the  part  of  the  lender  to  show  the  bor- 

]  rower  the  costs  of  his  mortgage  under  different  contingencies  might  well 

'  be  considered  in  compliance  with  the  Federal  "truih-in-lending  law"  (or 

J  the  state  versions  where  they  applied). 

:  In  support  of  this  conclusion.  Johnstone  cites  the  general  example  of 

college  tuition  loans  whose  pattern  of  repayment  is  contingent  on  the  in- 
come of  the  borrower  over  the  course  of  the  loan,  and  notes  specifically 
that  for  Yale's  Tuition  Postponement  option  a  statement  outlining  the 
range  of  income  possibilities  and  related  interest  charges  has  "been  de- 
clared in  full  compliance  with  the  Federal  law.""* 


B.  Some  Miscellaneous  Points 

Finally  we  note  a  few  other  areas  in  which  legal  problems  would  arise 
with  nonstandard  mortgages.  This  is  simply  a  miscellaneous  listing,  and 
does  no',  ciaun  to  cover  all  remaining  areas  in  which  problems  might  be 
expected. 

1.  Various  provisions  that  limit  the  maximum  amount  of  a  mortgage 
would  present  difficulties  for  nonstandard  mortgages  under  the  terms  of 
which  the  amount  of  the  principal  could  increase  and  exceed  the  legal 
limit. 

Examples  of  such  provisions  at  present  are: 

a).  The  maximum  mortgage  of  S30,000  on  one-familv  dwellings  under 
FHA  [Title  II:  Sec.  203(b)]. 

b).  The  requirement  that  federally  chartered  savings  and  loan  asso- 
ciations may  not  make  loans  on  security  of  one-family  dwellings  in 
amounts  in  excess  of  95  percent  of  \alue.  [FHLBB  Revision  of  1971,  Sec. 
545.6- 1(a)(5)]. 


Provisions  of  the  various  state  laws  are  substantial!>  similar  to  the  Federal  statutes. 
■'Burgess  v.  Charlottesville  Savings  and  Loan  Association  C.A.  Va.  1973  477  F  2nd  40. 
■  Mourning  v.  Family  Publications  Service.  Inc   C  A    Ra    1971.  449  F  2nd  235. 
*  D.  Bruce  Johnstone,  op.  cii..  p.  173. 
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2.  In  some  states  savings  and  loan  association  codes  "provide  that  in- 
itial loan  contract  shall  not  pro\ide  for  any  subsequent  monthly  in- 
stallment of  interest  and  prmcipal  of  an  amount  larger  than  any  previous 
monthly  installment  with  certam  specified  exceptions.""*  The  upward  ad- 
justment in  payments  discussed  in  detail  in  the  PLAM  example  earlier  in 
this  chapter  would  violate  these  code  provisions. 

3.  In  connection  with  the  regulations  applicable  to  the  insurance  of 
savings  and  loan  accounts,  the  FSLIC  Regulations  (Section  561.16)  defme 
"slow  loans"  in  such  a  way  that  the  periodic  adjustment  of  the  interest 
charge  under  nonstandard  mortgages  would  bring  into  the  "slow  loan" 
category  "a  contractionally  delmquent  loan  which  is  less  than  two  years 
old  .  .  .  even  if  the  loan  is  only  one  day  delinquent  when  the  option  to  in- 
crease the  rate  is  invoked.  .  .  ."  " 

4.  Bennewitz  notes  an  additional  problem  area  in  connection  with  ne- 
gotiability. A  variable  or  contingent  interest  charge  could  make  the  mort- 
gage "note  non-negotiable  under  Sections  3-105  and  3-106  of  the  Uniform 
Commercial  Code.""  While  this  difficulty  could  be  obviated  in  most  ju- 
risdictions by  embodying  the  interest  adjustment  provision  in  the  "mort- 
gage as  a  covenant  rather  than  in  the  note,"  in  some  jurisdictions  (a  small 
number)  even  this  procedure  would  not  make  the  mortgage  negotiable.'" 


Dallas  J     Bennewitz,   Methods  of  Interest  Adjusimeni .  United  States  Savings  and 
Loan  League.  1970,  p  6 

Ibid.,  p   6    Bennewitz  has  an  extended  discussion  of  this  point. 

"/iiJ..  p   7. 

''ibid.  p.  8. 
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